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SHALL THE STATES AND CITIES REDUCE OR MAINTAIN 
TAXES IN THE PRESENT EMERGENCY? 


To the taxpayer who is trying to adjust his business 
or his individual living costs to the huge increases in 
federal taxes, the usual tax burden at state and local 
levels of government is a matter of serious concern. 
He has understood that the periodic boosts in his state 
and local taxes had been caused by emergencies related 
to unemployment and the depression. He has looked 
for relief from his state and local tax load when this 
type of emergency was ended by wide employment and 
business activity. 

Now for the first time in many years there is wide 
reemployment — an actual shortage of labor. There 
is a real prospect of lowered expenditures in many 
states and communities. But the taxpayer has been told 
that in the face of lowered expenditures and economies, 
his state and local taxes must not be reduced. To do so 
it is contended would stimulate inflation and any ex- 
cess of collections should be used to reduce outstand- 
ing indebtedness or to build a reserve for post-war 
needs, 

The argument that the continuance of state and local 
taxes at present levels will curb inflation is a weak one. 
State and local taxes miss most of the inflationary in- 


TATE and local budget makers will be, this fall, in the 

fix of one who, disregarding the advice of “The Man 

from Home,” had stopped in the middle of the Rubi- 
con. This advice was as follows: ““When you start to cross 
the Rubicon, don’t wade out to the middle and stop. You 
catch Hell from both banks.” The predicament, ironically, 
will not be of the budgeteers’ own making, for they have 
the attractive prospect of catching it from both banks in 
any case. The bricks will be thrown by the taxpayers if ex- 
penditures are not reduced, and by the spending groups 
if they are reduced. 


come. Furthermore, this policy would tend to continue 
in office unnecessary employees and the net contribu- 
tion to inflation control would be very small. 

The suggestion that excess funds should be used for 
the retirement of existing debt is sound wherever that 
is possible. However, this does not have any general 
application for the reason that most outstanding in- 
debtedness cannot be retired until maturity without 
the payment of heavy premiums. 

The third argument that surplus funds provided by 
heavy taxation should be accumulated as a post-war 
reserve assumes that there would be a surplus. Experi- 
ence has shown that large reserves do not always mean 
a surplus. Even if it were possible, there is no means of 
determining the amount of the reserve to be accumu- 
lated nor the extent of the emergency that would re- 
quire its being spent. 

The wisest course for states and local communities 
in the emergency is to protect the present and future 
ability of their citizens to pay taxes by levying no more 
today than can be justified by the cost of the most 
prudent and economical administration of essential 
public services. 


Specifically, the issue is whether or not those in charge 
of state and local fiscal programs should plan to: reduce 
taxes for the coming years or should maintain tax rates, and 
so far as possible, tax collections, at the accustomed levels. 

With federal taxes already at an all-time high, and with 
the certainty of still heavier federal levies, it may seem 
queer that there should be a dilemma here. Everything, 
from the dictates of common sense to Emerson’s erudite 
“law of compensation” would appear to indicate that the 
sound policy for state and local budgeteers would be to 
reduce their tax levies in view of the terrific and as yet un- 
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known federal levies. After all, there is only so much. Even 
if the Treasury fiscal statesmanship has been unable to 
evolve a war-time tax law that will have as its purpose 
both the raising of tax revenues and the curbing of in- 
flation, there remains in Congress enough fiscal ‘‘savvy”’ 
to assure that a lot of people will pay more taxes next 
year to the Federal Government than ever before. Therefore, 
on the face, it would seem the part of wisdom and of 
sound practical local political and governmental strategy, to 
offset the heavier federal burden by easing off on state and 
local tax burdens. 

But here enters the queer part of it. There are those who 
are advocating that state and local taxes should be con- 
tinued ‘‘as usual.’’ We have all heard of ‘‘business as usual,” 
and those persons who identify themselves as the liberal, 
or bright red, or extreme left persuasion have had no end 
of fun over the fellows who were so naive as to believe that 
the nation could engage in either a war or a great social 
reform movement and still have “business as usual.’”’ But 
it appears that there are those who think that state and 
local taxation should continue “‘as usual,” despite the war. 
The argument for this position should be examined. 

It is said that a reduction of state and local taxes would 
be a stimulant to inflation. That is, if the tax collectors 
leave any spare change in the taxpayers’ pockets, it will be 
used to buy meat or sugar or gasoline or some other scarce 
article. 

There is a case for the use of taxation to combat infla- 
tion, but desperate efforts are being made by the Treasury 
and others to prevent adoption of the kinds of taxes that 
would be most effective in this direction. The states and 
cities make relatively little use of such taxes. The bulk of 
state revenues is derived from taxes on business and indi- 
vidual incomes (the latter applying at and above levels of 
income high enough to miss much of the inflationary 
spending), from alcoholic beverages, tobacco, and in some 
cases, from sales taxes. Of these, the sales tax is most 
definitely anti-inflationary. The cities derive the greater part 
of their tax receipts from the property tax. 

In appraising the effects of more or less state and local 
taxation in the present emergency, consideration must be 
given to where this tax money goes. Obviously, it goes to 
sustain an inflated cost of state and local government. It 
goes to maintain the huge personnel in state and local 
departments and to support the vast array of public services 
which these governments have undertaken. 


Under these circumstances, it would appear that the con- 
tinuance of state and local taxes at their present levels 
would simply change the source of the consumer spending 
without greatly affecting its total amount. The taxpayers 
as a group would surrender a portion of the income which 
they would otherwise have spent or invested — and the 
army of public employees and public beneficiaries in various 
categories would do the spending instead. The net con- 
tribution to inflation control is likely to be rather small. 
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But it is argued, further, that the states and cities should 
utilize their surplus revenues to retire debt. This argument 
appears to assume naively, that the annual rate of state 
and local debt retirement is a flexible matter, and that there 
is a considerable freedom of choice open to each govern- 
mental unit as to the amount of debt it may retire in any 
fiscal year. 

In general, the situation is contrary to this assumption. 
State and local debt maturities are definitely scheduled, and 
redemption in advance of maturity involves the purchase 
of bonds in the market, a proceeding likely to require 
payment of substantial premiums if engaged in on any 
important scale. 

Maturing debt may be refunded instead of redeemed. 
insofar as the counsel under discussion relates to retirement 
rather than refunding of matured debt, it is indubitably 
sound. Debt refunding is likely to be indicative of bad 
fiscal policy at some time in the past, and its discourage- 
ment is highly desirable, particularly when there is a 
prospect that a cleaning up of the practices which made 
refunding necessary may ensue. 

Therefore, while all maturing debt should be paid rather 
than refunded, the counsel applies only to those states and 
cities having maturities. No general rule based on debt 
repayment can be urged as the basis for a general main- 
tenance of high state and local taxes. Where there is 
maturing debt, taxes sufficient to meet these maturities 
should by all means be. levied. But where there are no 
maturities, there is no case, on this score, for heavy taxation. 

Some loose assumptions have been made with respect to 
the anti-inflationary effects of debt payment. It has been 
assumed, for instance, that the tightening up of installment 
payments and the liquidation of merchandise credits would 
lessen the inflationary pressure, and that creditors generally 
would invest the proceeds of their loan collections in 
war bonds. 

While the creditor may be in a position to do this, it is 
by no means assured that he will. The grocer or the doctor 
who gets in accounts of long standing, and which may have 
been given up as a dead loss, may put the money into war 
bonds, or he may give it to his wife to be spent as she 
likes. The merchant may try to increase his inventory. In- 
deed, the chance that the individual debtor, had he not 
been pressed for payment, would have bought war bonds, 
is probably about as good, on the average, as it is that the 
creditor will do this instead of spending the money or 
lending it again to some other person. 

All of the limitations on the use of credit by individuals 
that have been imposed by the Federal Reserve Board under 
its Regulation W and the various amendments thereto, do 
curtail the operations of the original recipients of wages, 
salaries and other incomes, but they are relatively futile as a 
real inflation control since they cannot reach those with 
whom the wages and salaries are spent. These regulations 
merely transfer the possible inflationary pressure from one 
street to another. 
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The pressure upon state and local governments and upon 
individuals to get out of debt is reminiscent of the discus- 
sion which arose some years ago in connection with the 
lavish federal borrowing of that period. At tha. time it 
was contended that the decline of private debt had been so 
great since 1929, as to offset the rise in federal debt. From 
this premise was derived the conclusion, very comforting 
to those who swallowed the argument, that no harm had 
been done by the federal borrowing since there had been 
no net increase in the aggregate debt load on the economy. 


The argument was unsound, quite apart from the facts 
of relative private and public debt change after 1929, for it 
ignored alike the productive character of private debt and 
the unproductive character of the public debt. It may be, 
however, that the pressure today toward reduction of both 
private debt and of all non-federal public debt is being 
exerted with a view to minimizing the significance of the 
enormous federal debt which the current unrealistic tax 
policy is making inevitable. 


Insofar as private debts and municipal debts are genuinely 
self-supporting, they indicate an application of personal 
and community resources along productive lines. It would 
be far better to handle such debt on normal amortization 
schedules and concentrate upon preventing the increase of 
dead weight unproductive federal debt, than to exert pres- 
sure toward abnormal retirement of relatively harmless 
debt in order to facilitate the expansion of a form of debt 
which may be not only harmful but dangerous. 

The advocates of high state and local taxation during the 
emergency have a third string to their bow. It is the argu- 
ment that the surplus funds provided by heavy taxation 
should be accumulated as a post-war reserve. 


The idea of a reserve is seductive and it can be made to 
appear, superficially, as an eminently sound and prudent 
course. A backlog of available funds is always handy. 


It is apparently assumed that there will be surplus 
revenues which can be set aside as a reserve. Experience has 
shown that a large revenue does not always mean a surplus. 
With the improvement in the technique of pressure groups, 
there is an ever present possibility that expenditures may 
keep pace with revenues. In other words, the spenders 
can throw more and heavier bricks at the budget makers 
than can the taxpayers and the economizers. 


Granting for the sake of argument, however, that a sur- 
plus can be shown, complications at once appear. How 
much reserve should be set up and in what form shall it 
be carried ? 


To begin with, the emergency for which preparation is 
thus to be made is indefinite, as to its date, its duration, 
and its intensity. No one can predict how long the reserve 
must be carried before it is used. No one can say how 
much reserve any community may need. Yet the advocates 
for a reserve have no hesitation in saying how much taxa- 
tion there should be now in order to provide this reserve. 





Any state or local unit may carry its post-war reserve in 
one of the following ways: 
(a) As liquid cash balances in depositary banks. 
(4) As an investment in its own securities. 
(c) As an investment in the securities of other states 
or local units. 
(2) As an investment in federal bonds. 


Except for the ordinary cash working balances, the cash 
reserve is, or should be, out of consideration. There is too 
much danger of its dissipation by premature action, by re- 
laxation of the safeguards against greater spending, and 
by plain misappropriation by officials. The history of 
governmental cash reserves provides ample warning against 
such a course. 

Cash being out of the question, a state or city might 
invest its post-war reserve in its own securities or in those 
issued by other states or cities. While the purchase of its 
own securities would be an intelligible transaction from 
the standpoint of abstract accounting, it is phony as an 
economic and business proposition. That is, the bonds so 
held are to be regarded as assets from the accounting 
viewpoint. But actually, the transaction results in the pass- 
ing of cash revenues through the reserve fund and back 
again into the general fund, leaving only the IOU’s of the 
governmental unit behind as an “asset.” When a govern- 
ment is operating on a deficit basis, this transaction enables 
it to borrow from itself instead of from the general market. 
When a government has surplus revenues, and such is the 
condition assumed with respect to the accumulation of a 
reserve, the result of ‘‘investing’’ in its own securities is to 
make available more current cash in the general fund, and 
thus to encourage larger current expenditures, which are the 
more easily justified because of the juggling which has 
created an apparent putting by of the surplus funds into 
a reserve account. When the time comes to draw upon 
this reserve, the securities in the reserve account must be 
sold in the market. 

The outstanding example of the illusory character of 
this type of governmental reserve is the trust fund account 
of the Federal Government. As of June 30, 1941, federal 
securities held by the various trust and special funds totalled 
$6,274,000,000. This means that the government has col- 
lected that amount from the individuals in various groups, 
such as civil servants, railroad employees, contributors to 
old-age pensions, and so on, and has borrowed and spent 
the total, leaving only its own obligations in the funds as 
assets. Before this amount or any part of it can be disbursed 
to the beneficiaries of a trust fund, it will be necessary to go 
into the market and get the money. 

In other words, the accumulation of a reserve by the 
process of holding the governmental unit’s own securities 
involves the creation of debt. It sounds anomalous and it is 
anomalous to speak of creating a reserve by increasing the 
debt. Considering specifically the case of a state or city 
which is urged to establish a reserve by this means, the 
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question emerges —- Why rush into the creation of this 
debt now, for that is what the heavier burden of taxation 
of its citizens means? If the future should present fiscal 
problems of a magnitude beyond the capacity of the state or 
city to deal with currently as they appear, it will then be 
time enough to do such borrowing as may be necessary. 
The logic of the kind of reserve under discussion here 
leads to the conclusion that loan flotations will be inevi- 
table, in the end, in order to realize cash from the reserve. 
It leads to the conclusion that the heavier taxation of the 
people, now, in the name of a reserve, will have been in 
vain for it will not prevent the ultimate increase of the debt. 

If each state or city were to buy the securities of other 
states or cities instead of investing in their own paper, the 
situation would be suggestive of that island where the 
population supported themselves by taking in each other's 
washing. The round-robin investment process would in- 
volve either the open market purchase of outstanding issues 
at substantial premiums, or a general issue and exchange 
of new securities in order that each governmental unit 
would be able to acquire bonds constituting a claim against 
another group of taxpayers. The end result would be an 
increase of debt for each governmental unit in the pool. 

Finally, each state or city might invest its surplus in 
federal bonds. It is to be suspected that here is the real 
secret of the pressure for state and local post-war reserves. 
To the extent that this course is followed, it becomes a 
form of compulsory savings for the individual taxpayers, 
a decision made for them by their respective governing 
bodies. 

It is possible that constitutional and statutory provisions 
in some states relative to the granting or extension of the 
state’s credit might disqualify such investments, although 
in these times not too much attention is given to constitu- 
tional provisions. Putting aside the legal aspect, it is 
submitted that there is no good reason for continuing heavy 
taxation simply for the purpose of buying war bonds. The 
individual taxpayer is certain to be subjected to terrific 
federal taxation, and he is likely to be under considerable 
pressure to make purchases of war bonds. There is some 
indication that a compulsory savings plan will be instituted 
and this scheme will weaken, if it does not wholly remove, 
such justification as over-zealous state and local officials 
may have believed to exist for a secondary compulsory bond 
purchase program. 

The post-war rebate of taxes appears, superficially, to be 
analagous with the idea of a similar reserve suggested for 
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cities and states. That is, the taxpayer is told that he will 
get something back after the war. This refund is looked 
for as a kind of post-war reserve for the individual. The 
scheme is appealing but the objections are many, and, in the 
writer's opinion, serious. 

It is a form of bribery to secure the acceptance of heavier 
taxes during the war. It appears to assume that the people 
can’t or won't take the kind of taxation which the war effort 
requires without some sugar-coating. 

It implies the existence, somewhere, of vast Treasury 
reserves from which the repayment will be made. This 
illusion has prevailed for years, but its maintenance added 
some $50 billion to the federal debt before this country 
entered the war. Obviously, there can be no refund of 
taxes after the war except by further additions to the debt. 
The subterfuge that was resorted to in order to escape re- 
fund of the processing taxes after those taxes had been held 
unconstitutional raises an interesting question as to what 
may be attempted to defer, delay or avoid repayment of 
taxes which are unquestionably legal levies. 

Nothing is said about the time or repayment except in 
the vague phrase, ‘‘after the war.’ It may well be asked — 
After which war? The United States is at war with many 
nations on many fronts. These wars will not all end to- 
gether. If repayment is to be deferred until they are all 
ended, the taxpayers’ prospects are at best highly uncertain. 

The problem of financing so huge a volume of repay- 
ments is entirely ignored. Assuming that a date arrives on 
which the refunds are to begin, it is clear that the Treasury 
must plan to call upon the banks for an indefinite number 
of billions. This call will come at a time when every finan- 
cial and investing institution in the country will be saturated 
with war bonds. In short, the proposed post-war refund of 
taxes will come at a time most unpropitious for meeting it. 

After all, the best reserve that a city or a state or even 
the nation can have is the prosperity of its citizens. Taxa- 
tion can contribute to that prosperity by taking from the 
people only what is required for the support of essential 
services. Then, when emergencies arise, the people are able 
to support added burdens. The wisest course for the states 
and cities in the emergency is to protect the future ability 
of their citizens to pay taxes by levying no more, today, 
than can be justified by the cost of the most prudent and 
economical administration of the public services. 

Hartey L. Lutz 
Professor of Public Finance 
Princeton University 
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